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General Business Conditions 


HE first month of the Fall has been 

a disappointment to those who had 

counted upon a prompt acceleration of 

business activity, once the vacation 

period was over and the usual seasonal 
influences began to take effect. Instead, the 
early reports from the industries have shown 
considerable irregularity. The manufacturing 
industries operated at a very high rate during 
the Summer, to catch up with orders on hand 
and in some cases to make up time lost in 
strikes; but they were selling less than they 
were producing, and making steady inroads on 
their unfilled orders. Now they are in need of 
new business. However, market conditions 
thus far have tended to hold buying within 
conservative limits. For the first time in three 
years the Fall pickup has been sluggish, and 
in some quarters a moderate shortening of run- 
ning time is being put into effect. 

Naturally the persistent decline in stock 
prices, amounting since the middle of August 
to 23 per cent in the Dow-Jones average of 
industrial shares, has been a shock to the opti- 
mists. It can hardly be ignored in appraising 
the business outlook, and it can hardly be ex- 
plained except by the assumption that some 
people, at least, are revising their views as to 
the probable volume of business and corporate 
earnings. Whether they are right or wrong, 
the decline inspires a good deal of caution, for 
new enterprise is not likely to go ahead confi- 
dently while the markets are inviting attention 
to the uncertainties and the weak spots, rather 
than to the favorable aspects of the situation. 





Opposing Elements in the Outlook 


Business men generally have been optimistic 
for Fall. They considered the Summer slacken- 
ing in new orders in part seasonal, in part a 
natural sequence to the heavy buying early 
in the year; and they have counted upon the 
largest farm income and payroll disbursements 
since 1929 to sustain trade, and to supply the 
orders needed to keep the industries busy. 
Prices of some farm products have been easing, 
but sentiment was prepared for this, in view 
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of the increased production, and no great re- 
vision of estimates of the farm buying power 
is called for. Farm cash income in August, 
according to the Department of Agriculture, 
was $125,000,000, or 19 per cent, over the same 
month last year. 

It is true that retail trade, in the first part 
of September as well as in August, failed to 
equal expectations. Department store sales 
in August were 4 per cent above a year ago, in 
dollars, which is an inferior showing when 
contrasted with the fact that prices are 7 to 10 
per cent higher, according to the best avail- 
able information; and the Federal Reserve 
index of these sales dropped to the lowest 
since last October. Chain store sales were up 
only about 2 per cent, and the mail order houses 
7.8. However, since Labor Day there has been 
a pronounced widening of retail gains in many 
areas, which inspires hope that the season will 
eventually turn out as well as the calculations 
of consumer buying power seemed to promise. 
Meanwhile the comparisons are with extremely 
good figures last year. 

In the outlook for the remainder of 1937 the 
intention of the automobile manufacturers to 
go “all out” is important. Two years’ experi- 
ence has shown that the change of the auto- 
mobile show date into the Fall is almost a 
guarantee of fourth quarter activity, with 
many industries bolstered by motor car pro- 
duction. Automobile sales have been good all 
Summer, and Fall schedules on the new models 
have been set at high figures. On its medium- 
priced lines, assemblies of which have begun, 
General Motors has established quotas in ex- 
cess of last year, and the policy of the whole 
industry evidently will be to get dealers stocked 
early; if adjustments become necessary they 
will be made in 1938. The effects of the higher 
prices are an element of uncertainty. One 
advance was made in August, and in most 
cases the new models will carry another, al- 
though great efforts have been made to keep 
costs and prices down. 

With these reasons for expecting a satisfac- 
tory Fall, most business men have found reas- 
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suring answers to the uncertainties in the out- 
look. Many have been apprehensive of the in- 
creased costs due to higher wages, taxes and 
materials, but on the whole have felt that a 
good part of the advance could be passed on 
to the consumer, without blocking trade. In 
some instances, notably a few men’s clothing 
and shoe chains, the manufacturers and distrib- 
utors are marking up prices less than they had 
previously announced, and are absorbing more 
of the increased costs themselves. Although at 
the expense of unit profits, this policy will help 
to sustain volume. 

Many are troubled by labor problems, but 
encouraged by the comparatively peaceful sit- 
uation at the moment; and if they are dis- 
turbed by political uncertainties they at least 
have a respite from new legislation while Con- 
gress is not sitting. Perhaps more than any- 
thing else business men have counted upon 
the cumulative forces of recovery to carry on 
against all handicaps, supported by an all- 
around better balance in the economic situa- 
tion, and continuing as long as business is still 
below the calculated “normal” and shortages 
are still to be made up. 


The Disappointments 

These views have influenced most of the 
Fall predictions. On the other hand, the stock 
market break weakens confidence in them, and 
the past few months have unquestionably pro- 
duced a number of disappointments. The im- 
provement in the volume of construction has 
ceased, and building has been running behind a 
year ago, especially in the residential classifica- 
tion of which so much was hoped. In August 
residential contract awards were 27 per cent 
under the same month last year, and total 
awards only 4 per cent larger, according to the 
F. W. Dodge figures. In the first three weeks 
of September the total was 15 per cent smaller. 
As compared with earlier months this year the 
drop has been considerably more than seasonal. 
The building industry plainly supplies an ex- 
ample of cost increases which could not be 
passed on, and which have checked the up- 
swing; and the check is likely to be effective 
until changes in the ratios between costs and 
rents, and prices of old and new property, alter 
the relationships governing building activity 
to make it profitable again. 

Railroad net earnings have fallen behind last 
year, as a result of increased expenses, higher 
taxes and a wage increase covering non- 
operating employes, with another coming for 
the operating group. Hence the prospect for 
railway equipment buying is less bright than 
last Fall. Building and railway equipment are 
two major industries; they have been laggards 
in the recovery, and have been counted on to 
carry forward the improvement which other 
industries began. They are among the chief 
users of steel, and the steel industry is feeling 


the lack of their orders. Steel mill operations 
have dropped from 84 per cent of capacity dur- 
ing August to below 75 at latest reports, and 
the curtailment has come chiefly in the plants 
making heavy products. Considering the in- 
dustry as a whole, the backlog which sustained 
production during the Summer has now been 
so reduced that operations will be governed 
by current orders. The actual consumption of 
steel in the automobile, machinery and a num 
ber of miscellaneous. industries seems likely 
to be as high as in the fourth quarter last year, 
when the rate worked up from 70 to 80 per cent, 
but evidently forward buying will be lighter, 
and the stimulus to production less pronounced. 

There was never reason to expect further 
gains this Fall in the industries, including 
textiles, shoes and some other general mer- 
chandise lines, which boomed through part of 
1936 and the first half of this year. A number 
of these industries operated for many months 
at higher levels than in 1929, and it is the 
ordinary thing for them to alternate fat and 
lean years. The evidence is that production 
has been outrunning consumption, and stocks 
are up. Seasonal buying has been slack, and 
the trend is toward curtailment, especially in 
fine cotton goods, men’s wear woolens, floor 
coverings and shoes. Most estimates of the 
situation have foreseen that these industries, 
in adjusting output with consumption, would 
give less support to business than a year ago. 
This goes to emphasize the need of a strong 
showing by the capital goods producers if 
industrial production is to maintain its high 


rate. Commodity Prices Easing 


Commodity prices have eased since the 
middle of July, and have given ground espe- 
cially in the closing days of September; and 
falling markets discourage buying while they 
last. Basic commodities now average approxi- 
mately the same as a year ago. Metals and 
industrial materials except cotton still hold 
part of their rise, but many farm products 
and foods are lower, and in the composite in- 
dexes the advance which was such a sensation 
last Fall and Winter has now been wiped out. 
Important changes of the month included a 
reduction in copper from 14 to 12¥ cents, lead 
from 6.50 to 6.00 cents, zinc from 7.25 to 6.50, 
persistent weakening in cotton, and a drop of 
$4 per ton in steel scrap. In the metals the 
weakness is a slow demand, in cotton an over- 
supply. When the markets settle down these 
reductions will help business, stimulating 
volume, but temporarily they make the situa- 
tion the reverse of last Fall, when buyers were 
anxiously covering ahead. 

Lastly, the capital markets have been disap- 
pointingly sluggish. The amount of new 
money raised by corporations through public 
issues has continued negligible, notwithstand- 
ing the fact that the undistributed profits tax 
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places a heavy penalty upon financing the capi- 
tal requirements of business out of retained 
earnings, and that potential demands on the 
public markets are increased accordingly. It is 
increasingly plain that the accumulation of 
capital and its flow into new enterprise are 
under restraint, in a degree which unques- 
tionably is retarding the recovery. 
Meanwhile, the Government pump-priming 
activities have been sharply reduced. Expendi- 
tures are as great, but are derived to a less 
extent from credit, since the rise of tax receipts 
including Social Security funds more nearly 
covers disbursements. This reduction in deficit 
financing is equivalent to a withdrawal of pur- 
chasing power which the Government has been 
creating. Everyone has known that at some 
stage of the recovery this would have to come, 
and that to take up the slack an equivalent in- 
crease in private investment and credit ex- 
pansion by private enterprise would be needed ; 
and encouragement of private enterprise, of 
saving and investment, was called for. But 
whereas Government pump-priming is an arbi- 
trary act, unconcerned whether the expenditure 
is productive or profitable, private enterprise 
must consider costs, the market, and all the 
other factors of prudent investment. It is re- 
sponsive to general business conditions, and 
more than anything else it needs the anticipa- 
tion of profits. The security market action, 
and the prevailing concern as to profit margins, 
have deferred hope of early improvement. 


Flattening Out of the Upswing 


Both optimists and pessimists, as is usually 
the case, can find support for their opinions 
in the developments above described, but some 
generalizations can be agreed upon. The volume 
of business has risen for five consecutive years, 
counting 1932 as the bottom year of the depres- 
sion. Each succeeding year has been better 
than its predecessor, and in the past three years 
particularly the gains have been wide. This is 
the longest sustained rise in the business his- 
tory of this country, and there are few cases of 
upswings out of earlier depressions having made 
as much as four years of uninterrupted gain. 
The recovery has proceeded under handicaps, 
and with artificial stimulants, both of which 
perhaps have made it last abnormally long. 

All business men know that business fluc- 
tuations are inevitable, that upswings breed 
reaction, and the converse. On the rise senti- 
ment is buoyant, miscalculations are made, 
goods are overbought and overproduced, con- 
sumers spend up to their income and go into 
debt, costs are advanced imprudently, and 
markets reflect expectations of continuous im- 
provement. For the very reasons which make 
the rise exhilarating, it comes to a halt, at the 
time when sentiment is most optimistic. 
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The business upswing last Winter and 
Spring was a strong one, many of the condi- 
tions mentioned made their appearance, and 
since then various business indexes which had 
been rising irregularly for five years have 
leveled off. The high point in the industrial 
production index of the Federal Reserve Board 
was reached last December, at 121 (1923-25= 
100). Through the Spring it was 118, and for 
August it was 117, having meanwhile been 
down to 114. Thus the upswing as measured 
in production flattened out eight or nine 
months ago. While it would be quickly re- 
sumed if a revival of confidence stimulated 
new enterprise, and forward buying started 
up again, this seems unlikely in the near future. 

The flattening of the rise during this year 
has been visible in other ways also. As already 
mentioned, commodity prices have receded, 
and on the average have lost a year’s gain. 
The volume of bank credit in use has dimin- 
ished in total, although business loans have 
risen substantially, and the shrinkage in credit 
has stopped the rise of bank deposits. 

As indexes cease to rise, and recession ap- 
pears in various places, it becomes only a mat- 
ter of time before comparisons with a year 
ago show no change, or become unfavorable. 
In short, the assumption is that recovery has 
reached a resting point in its climb. There is 
nothing sensational or alarming about a check 
of this character, although it may readily ex- 
tend into a moderate recession while inven- 
tories are worked off, building costs brought 
into line with rental values, or the reverse, 
and other desirable adjustments in the eco- 
nomic situation made. 

The best assurance against a major reces- 
sion is that the conditions which usually pre- 
cede it have not yet developed. The general 
rule is that depression is preceded by credit 
stringency and excessive activity in capital in- 
vestment and construction, whereas the pres- 
ent situation seems to be almost exactly the 
contrary. It would be something novel to go 
into a second severe depression before getting 
completely out of the first, without an interval 
of much more pronounced boom conditions 
and over-expansion than has yet appeared dur- 
ing this recovery. 

Nor does the idea that drying up of the flow 
of capital will starve business into depression 
seem wholly correct, in view of the credit re- 
sources available to substitute for capital. The 
Government has resources to add to the credit 
supply, and no one doubts that it would throw 
them into any breach. Another discussion 
could be offered as to the hazard and ultimate 
cost of making credit do the work of savings, 
but it would be premature to include it here. 
Temporarily credit can be used in lieu of capi- 
tal, with effects that unquestionably would 
stave off depression. 
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Narrowing Margins of Business Profit 





Reports issued during the Summer by a large 
number of manufacturing, merchandising and 
railroad corporations supply further evidence 
that in many industries the operating costs 
have been rising faster than volume of sales, 
and that profit margins, as a result, have been 
narrowed. Although the widespread increases 
in wages and shortening of hours during the 
years 1933 to 1936 caused a large increase in 
production costs, the effect was more than off- 
set by the continued sharp gains in sales 
volume and the consequent lowering of unit 
costs, so that profit margins as well as dollar 
profits showed steady increases. This condition 
still obtains in some lines in which business 
activity dropped to low levels during the de- 
pression years and which are still expanding 
in order to catch up with the deferred demand 
for their products. In many other industries, 
however, particularly those making consumers’ 
goods, the increase in volume has now settled 
down to around the normal rate of growth and 
thus has fallen behind the rate of increase in 
costs for labor, materials and taxes, including 
the new unemployment and pension taxes upon 
payrolls. This has cut profit margins, except 
where the increase in costs could be passed on 
to consumers by an increase in selling prices. 

In the reports, numbering approximately 760, 
published to date by leading industrial corpora- 
tions for the first half year 1937, four out of 
five individual companies showed larger profits 
than in the first half of last year and their com- 
bined net profits were one-third larger. The 
showing of the steel industry was outstanding, 
and there were sharp gains in other capital 
goods industries such as non-ferrous metals, 
building materials, heating and plumbing fix- 
tures, electrical equipment, railway equipment, 
office equipment and machinery generally. 
Many of these lines are still enjoying a sub- 
stantial increase in sales. 

In the consumers’ goods industries, on the 
other hand, a rather surprising number of 
individual companies reported lower earnings 
in the first half of 1937 than in the same period 
of 1936, despite the generally higher level of 
sales. Following is a list of industries in which 
more than one out of every five individual cor- 
porate reports showed a decrease in earnings 
this year. 

In addition to the companies that had an 
actual decrease in dollar profits this year, there 
was a considerable number of others which 
had a decrease in margin of profit, but an in- 
crease in total profits, due to the gain in sales. 

Current changes in margin of profit for the 
manufacturing industry are impossible to de- 
termine accurately, due to the fact that only 
a limited number of companies publish their 
quarterly sales, and that the available figures 
are not necessarily representative of industry 


Number of Corporations Reporting Decreases in Net 
Profits for First Half-Years 1936-1937 


Total Reporting 
Number Decreases 
Reporting Industry Number Per Cent 
Amusements 
Apparel 
Automobiles 
Auto Accessories 
Baking 
Coal Mining 
Drugs and Sundries 4 
Food Products-Miscellaneous 15 
Liquors 12 
Merchandising-Chain Stores 11 
Merchandising—Dept. Stores 
Printing and Publishing 
Restaurant Chains 
Textiles 
Tobacco 














*Construction, shipping, air transport, etc. 


as a whole, being heavily weighted by the auto- 
mobile and certain other groups. A tabulation 
of 40 large manufacturing corporations, whose 
combined sales aggregated over $4,000,000,000 
last year, shows the following changes in mar- 
gin of profit: 


Sales and Profits of 40 Large Manufacturing 
Corporations 
(In Thousands of Deilars) 


' Net 

Period Sales Profits* % Profit 

19385 Year $3,362,004 $323,707 9.6 

1986 First Quarter 943,696 96,336 10.2 
Second Quarter.... 1,208,877 157,353 13.0 


Half Year. 2,152,573 253,689 
Third Quarter 941,318 104,287 
Fourth Quarter... 1,147,905 148,200 

4,241,796 506,176 
1937 First Quarter...... 1,109,100 114,931 
Second Quarter... 1,410,403 155,499 


Half Year...... 2,519,503 270,430 











*Includes income from investments and miscellan- 
eous sources, in addition to income from sales. 


In the first quarter of 1937, total sales of 
this group increased 17.5 per cent over those 
of 1936, but the average profit margin increased 
only from 10.2 to 10.4. In the second quarter 
of 1937, with a 16.7 per cent increase in sales, 
the profit margin declined from 13.0 to 11.0 
per cent. 

It should be clearly understood that profit 
margins of these 40 large corporations are not 
typical of average margins in industry gener- 
ally. For example, in the year 1935, when the 
profit margin shown by official statistics for all 
manufacturing corporations in the United 
States, summarized in a later table, averaged 
3.04 per cent, the average for this selected 
group was 9.6 per cent. 

The effect of the recent rise in operating 
costs on the railroads, due to increased wages, 
unemployment and pension taxes and higher 
prices paid for materials and supplies pur- 
chased, may be seen from the following con- 
densed summary by months. 





OS or Pe et es Ss at 


October, 1937 


All Class | Railroads in the United States 
(In Millions of Dollars) 
Gross Operating Net Operating Balance after 


evenues ncome Fixed Charges 
Month 1936 1936 1937 1936 1937 


January .... $299 $D- 8 $D-5 
February .. 300 D-12 D-6 
D- 8 24 
D- 2 3 
1 
19 
18* 
6* 
September 357 


391 
November 359 
December .. 372 


Year. 
D- Deficit. * Preliminary or partly estimated. 


It will be noted that during the first six 
months of 1937, when total operating revenues 
averaged 11.4 per cent ahead of last year, the 
net operating income ran substantially larger, 
and a deficit after fixed charges was changed 
into a net surplus. In July and August, ac- 
cording to preliminary or partially estimated 
figures, the gain in gross was much diminished, 
while the increase in operating expenses left 
a smaller net operating income, and a smaller 
balance after charges, than during the same 
months of last year. 


The Longer-Term Trend of Profits 


A preliminary report on Statistics of Income 
for the year 1935 has recently been issued by the 
Treasury Department, which shows that of 
the 91,644 manufacturing corporations in the 
United States (excluding inactive corpora- 
tions), 37,949 or 41.4 per cent reported net 
income, but the remaining 53,695 companies, 
or 58.6 per cent of the total, had no net income. 
Aggregate net income after taxes was approxi- 
mately $2,115,000,000, while the deficits aggre- 
gated $666,000,000. 

Taking all active manufacturing corpora- 
tions together, there was a balance of $1,449,- 
000,000 statutory net income after taxes. These 
companies had gross income from sales and 
other operations of $47,700,000,000, upon which 
this net income was at the rate of 3.04 per cent, 
while upon their combined capital and surplus, 
aggregating $38,152,000,000, the net income 
represented a return of 3.80 per cent. 

For the American manufacturing industry in 
its third year of recovery following the low 
point of the depression, the narrow average 
margin of profit on sales and the low return 
upon net worth, as shown by the official figures, 
illustrate the need for caution in drawing con- 
clusions as to the performance of industry as 
a whole from the published reports of a limited 
number of leading individual companies. 

Following is a condensed summary of the 
statistics for all manufacturing corporations 
in the United States from 1926 through 1935: 


All Manufacturing Corporations in the United States 
(In Millions of Dollars) 


Gross Taxes Net Inc. Net Inc. Net Net Inc. to 
Year Income Paid after Tax toGross Worth Net Worth 


$62,495 $1,139 $3,124 5.00% $42,366 7.38% 
1,065 2,580 4.05 46,273 6.58 
1,118 3,366 5.00 48,050 7.00 
1,161 3,862 5.35 50,017 7.72 
952 801 1.36 52,695 1.52 


731 -988 -2.24 52,122 -1.90 
647 -1,906 -5.97 47,640 —4.00 
853 =- «3 -0.01 43,976 -0.01 
832 714 1.74 43,342 1.65 
1935-P.. 47,700 922* 1,449 3.04 38,152 3.80 


Average 
1926-35 $52,423 $ 942 $1,800 2.48 $46,463 2.80 
Source: Compiled from annual Statistics of Iucome, 
Treasury Department. 
P—Preliminary. - Deficit. * Partly estimated. 


It will be seen that during this period, the 
statutory net income ranged from a high of 
5.35 per cent of sales and other operating in- 
come in 1929, down to a deficit of 5.97 per cent 
in 1932. For the entire ten-year period, taking 
the bad years with the good, the average of 
net to gross income was but 2.48 per cent, 
while the average rate of profits return upon 
net worth was but 2.80 per cent. Current 
earnings should be judged in the light of the 
subnormal earnings and the deficits of the 
several preceding years, and the need for re- 
building the depleted industrial capital and 
reserves. 

It is interesting to note that total reported 
payments of Federal and local taxes by the 
manufacturing industries during the ten-year 
period amounted to practically three-fourths 
of their net income after taxes. The actual tax 
burden was even higher, due to the reported 
figures not being complete as to sales taxes, 
excise taxes and other taxes for which the 
manufacturers act merely as collecting and 
remitting agents, and the fact that in the in- 
come statistics some of the taxes paid are 
included under “cost of goods sold” instead of 
being shown separately. 


Trend of Wages and Employment 


The accompanying chart shows the U. S. 
Bureau of Labor indexes of employment and 
payrolls in the manufacturing industries, aver- 
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age hourly earnings of employed wage-earners 
in the manufacturing industries as computed 
by the National Industrial Conference Board 
and net income of all manufacturing corpora- 
tions as reported by the Treasury Department, 
all expressed on the base of the 1923-1925 
average as 100. 

The index of employment in the manufac- 
turing industries declined from 104.7 in 1929 
to 65.5 in 1932, since which time it has risen 
each year. For the first eight months of 1937 
the index averaged 103.5. 

During the depression, payrolls declined rela- 
tively more than did employment, due to short- 
ening of hours and to the policy of “spreading 
the work” as well as to reduction in wage rates. 
From a level of 109.1 in 1929, the index of 
payrolls declined to 46.4 in 1932, and since then 
has moved upward each year, like the employ- 
ment index, but at a faster rate. For the first 
eight months of 1937 the index averaged 105.2, 
and in each month except January and Febru- 
ary the employment and payroll indexes were 
above 100. 

Average hourly earnings of employed wage- 
earners declined much less during the depres- 
sion than did either employment or payrolls, 
the index moving from 106.3 in 1929 to its low 
point of 88.5 in 1933, but recovered practically 
all of its loss by 1934 and has since been raised 
considerably above the 1929 level. For the 
first eight months of 1937, this index averaged 
123.6 per cent of the base. Expressed in actual 
hourly earnings, the average rates were 59.0 
cents in 1929, 49.1 cents in 1933 and 68.2 cents 
in 1937. 

Wide Fluctuation of Net Profits 


Net profits in the manufacturing industries, 
which always consist of a narrow margin be- 
tween income from sales and other sources 
and total expenses and taxes, dropped more 
sharply and much further than did employment. 
wages or payrolls. The index, after rising to 
135.1 in 1929 as a result of the large volume 
of business handled in that year, declined to 
28.0 in 1930, then fell to zero and continued 
down into the net deficit region, where it re- 
mained for three years. In 1934 the index rose 
to 25.0, and according to the preliminary Sta- 
tistics of Income for 1935, which are the latest 
available, stood in that year at 50.7 per cent 
of the 1923-1925 base. 

Since the low point of the depression, in 
1932, the rise in profits has been much sharper 
than the rise in employment and wages, and 
this fact has sometimes been pointed to as 
indicating that capital has been obtaining a 
greater share than labor in the fruits of bus- 
iness recovery. The comparative figures, how- 
ever, merely show that during the downtrend 
the profits, which are subject to extreme fluc- 
tuation, fell much faster and much further than 
did employment and wages, dropping to zero 


and then into the red, while during the subse- 
quent uptrend, as more and more companies 
turned back into the black, the net earnings 
of the manufacturing industry as a whole re- 
bounded sharply. 

Calculations of percentage changes in profits 
from one year to another have little significance 
except as indicating the general trend, and when 
profits are at a low level, either on the way 
down or the way up, such percentage changes 
become almost meaningless. The only accurate 
measures of profits, for comparative purposes, 
are the percentage of net profits to sales or 
gross income, the percentage rate of return 
upon invested capital, or the relation of dollar 
profits to those of a certain base period. 

Thus, although published reports of leading 
industrial corporations indicate that since 1935 
the general trend of earnings has continued 
upward, the extent of the improvement can- 
not be known until the official statistics become 
available some time in the future. There is no 
doubt, however, but that the rate of increase 
during 1936 and 1937 has slowed down consid- 
erably compared with the gains in earlier years. 


Money and Banking 





During September the monetary authorities 
took further steps to ensure the maintenance 
of cheap money conditions during the Fall and 
Winter. The general lowering of Federal Re- 
serve rediscount rates, begun in August, was 
completed in the first week of September, all 
regional Reserve rates now standing at 1% 
per cent except New York where the rate is 1 
per cent. Following continued pressure on the 
Government bond market, and a heavy break 
in stock prices, early in the month, the Federal 
Reserve Open Market Committee, convening 
in Washington on the 11th and 12th, an- 
nounced its readiness to purchase additional 
Government securities if necessary “to provide 
funds to meet seasonal withdrawals of cur- 
rency from the banks and other seasonal re- 
quirements” ; and in addition recommended the 
release by the Treasury of $300,000,000 from 
the inactive gold fund, the proceeds to be made 
available to the commercial banks. So far no 
additional purchases of Government securities 
have been made by the Reserve banks. Action, 
however, to release gold was taken immediate- 
ly, the Treasury depositing gold certificates 
with the Reserve banks and disbursing the 
proceeds into the market in payment of cur- 
rent obligations, including maturing bills, with 
corresponding effect upon commercial bank 
reserves. 

Reflecting principally the use of “de-steri- 
lized” gold, surplus reserves of all member 
banks increased $300,000,000 during the three 
weeks ended September 29 to $1,060,000,000, a 
new peak since the increase of reserve require- 
ments effective May 1. Most of the gain oc- 





eaaxs KF On 


ase” 


October, 1937 


curred in New York City where excess reserves 
rose above $400,000,000 compared with an 
average around $100,000,000 in the several 
weeks preceding the gold de-sterilization, and 
$31,000,000 at the August low point. The re- 
sponse by the money market to these changes 
was promptly seen. The average cost to the 
Treasury of its weekly bill financing dropped 
from 0.711 per cent on September 8 to 0.384 
per cent on the 29th, while prices of Treasury 
notes and bonds turned firmer, the new 5-year 
2s issued September 15 selling up to approxi- 
mately 1% points premium, or about a 134 per 
cent basis, with advances in longer “Govern- 
ments” ranging 4 to % of a point. 

Business money rates remained unchanged 
at the low levels current for some time, and 
high grade corporation bonds, which have been 
steadier of late than Government issues, con- 
tinued to act well. Prices of Stock Exchange 
equities and second grade bonds, on the other 
hand, showed further weakness, apparently 
uninfluenced by the new moves on the part of 
the monetary authorities. 

Abroad, financial developments have included 
another decline in the French franc quotations, 
with pressure extending also to the Belgian 
and the Dutch currencies. During the second 
half of the month the franc was maintained 
around 3.42 cents compared with 3.73 at the 
end of August. A heavy import trade balance, 
the passing of the tourist season, the failure 


of business to recover as hoped, and the general 
state of political uncertainty in Europe have 
contributed to pressure on the franc. Another 
flight of capital from France has been reported 
in connection with the resumption of gold 
hoarding in London. 


New Regulations Governing Federal Reserve 
Discounts and Advances 

Announcement by the Board of Governors 
of the Federal Reserve System of a general 
revision of the regulations governing discounts 
and advances for member banks by Federal 
Reserve banks was another important-develop- 
ment of the month, coinciding with and imple- 
menting the System’s easy money program. As 
explained by the Board, a revision of these 
regulations has been under consideration since 
the passage of the Banking Act of 1935 which 
liberalized and made permanent the emergency 
provisions of the law permitting advances to 
member banks on any sound assets. Its issu- 
ance at this time, states the Board, “is an 
appropriate sequence of the System’s recent 
reduction of discount rates.” 

In considering the revised regulations, it 
may be helpful to bear in mind two general 
classifications of loans that may be made to 
member banks,— (1) discounts or advances 
under authority of sections 13 and 13a of the 
Federal Reserve Act, representing a preferred 
class regarded as conforming broadly to the 


stricter standards of the earlier law, and carry- 
ing the regular discount rate, and (2) advances 
under section 10(b) of the Federal Reserve Act, 
embodying the liberalizing features of more 
recent legislation, including the Banking Act 
of 1935. Under provisions of the latter section, 
Federal Reserve banks, “under rules and regu- 
lations prescribed by the Board of Governors 
of the Federal Reserve System” are permitted 
to make advances upon any assets judged accep- 
table to the said banks, such advances to carry 
a rate of discount at least % of 1 per cent 
above the regular rate. Until now, however, 
the Board has made no general statement of 
the new “rules and regulations” called for by 
this section. 


Finance Paper Now Eligible 


Of particular interest in connection with the 
new regulations is the admission for the first 
time of instalment finance paper to the pre- 
ferred classification eligible under section 13, 
this being effected by the omission of the 
phrase “in the first instance” contained in 
the former regulations. Under the old regula- 
tions, paper to be eligible had to be used “in 
the first instance in producing, purchasing or 
marketing of goods.” Since instalment finance 
paper is paper used in the second instance for 
such purpose it was ineligible under section 13, 
according to the old regulations. 

This broadening of the discount provisions 
with respect to finance paper is especially sig- 
nificant on account both of the importance of 
instalment credit in many lines of industry and 
trade, and of the long controversy as to the 
soundness of this type of credit. From the 
standpoint of prompt payment, it may be said 
that few classes of paper have a better record 
through good times and bad than paper cover- 
ing instalment sales financed by the sounder 
finance companies. 

Another feature of the new rules that has 
attracted attention is the requirement that any 
Federal Reserve bank lending less than the 
face amount of United States Government obli- 
gations pledged as collateral shall submit an 
explanation of the circumstances of the case to 
the Federal Reserve Board. While this pro- 
vision does not commit the Reserve banks to 
lending on Government securities at par in all 
instances, it strongly suggests that this will 
continue to be, as for some time past, the gen- 
eral policy. 

Other Acceptable Bank Assets 


By way of further defining and spelling out 
section 10(b) of the Federal Reserve Act, the 
new regulations list specifically nine separate 
classifications of paper acceptable as collateral 
for Federal Reserve advances, as follows: 


1. Any paper eligible under sections 13 and 18a of 
the Federal Reserve Act. 


2. Any paper that would be eligible under sections 13 
and 13a except that the period of maturity is too long. 
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3. Securities defined by the Comptroller of the Cur- 
rency as eligible for investment by national banks. 

4. Loans on stocks complying with the Board’s 
margin requirements. 

5. Mortgages and loans insured under Titles I and II 
of the National Housing Act. 

6. Debentures and bonds issued by Federal Home 
Loan banks or under authority of the Federal Farm 
Loan Act, without regard to maturity. 

7. Bills, notes, revenue bonds and warrants issued 
by States and other political subdivisions. 

8. Obligations to finance real estate conforming to 
certain standards named by the Board. 

9. Obligations to finance goods sold on an instal- 
ment basis and which conform to certain standards 
named by the Board.* 


*Also eligible for rediscount under section 13 when 
maturity does not exceed 90 days. 


In addition to the specified classes of assets, 
the regulation provides further that, when in 
the judgment of a Federal Reserve bank cir- 
cumstances make it advisable to do so, the 
banks may accept as security for an advance 
any assets satisfactory to the Federal Reserve 
bank. Thus, as the Board observes in an ex- 
planatory statement, “the regulation bars no 
class of paper from use as collateral for ad- 
vances but merely indicates a preferred list of 
paper which covers all the principal fields of 
financing.” 


Emphasis on ‘Fundamental Soundness” 


Continuing, the Board says: 


In establishing rules which in effect make all sound 
assets of member banks eligible as a basis for advances 
by the Federal Reserve banks the Board has in mind 
the fact recognized by Congress in the Banking Act 
of 1935, that under our banking system member banks 

_carry time deposits as well as demand deposits, and 
since these banks are custodians of the funds repre- 
senting the savings or capital accumulation of the 
people, they properly invest a part of their funds in 
long-time paper. Consequently, provision should be 
made whereby such paper may be used in case of 
need as a basis for advances from Federal Reserve 
banks. 

The principles underlying the new regulations are 
the same as those underlying recent modification of 
the Federal Reserve Act. Experience has demon- 
strated that the solvency of banks is better safe- 
guarded by careful regard to the quality of the paper 
which they acquire than by strict observance of the 
form that this paper takes, and that greater emphasis 
on soundness and less emphasis on form is a sound 
banking principle. The Board was also guided in its 
determination of eligibility requirements by recogni- 
tion of the fact that at a time of a deflationary develop- 
ment it is important for the Federal Reserve System 
to lend with the greatest freedom consistent with 
safety. At such times technical limitations on the 
character of eligible paper endanger rather than pro- 
tect the safety of the banking structure. 


The foregoing statement, together with the 
new rules as to eligibility, affords striking 
evidence of how far we have gotten away from 
one of the basic principles upon which the 
Federal Reserve Act was founded — namely, 
that Federal Reserve credit should be based 
upon short-term, self-liquidating commercial 
paper. It must be recognized, however, that the 
banking system has undergone great changes 
during the intervening period, funds tending 
to flow more and more into capital loans and 
investments and less and less into the old-type, 
self-liquidating commercial loans. So long as 
this condition prevails, it is clear that if the 


central banking system is to serve the com- 
mercial banks of the country it must be pre- 
pared to take the kind of paper which they hold. 
All this, however, does raise questions of 
fundamental character regarding the banking 
structure, and suggest the need for careful 
study as to the best means of adapting banking 
practices to the changing requirements of the 
country. The program of research in banking, 
recently announced by the Association of Re- 
serve City Bankers, to be conducted largely 
under the auspices of the National Bureau of 
Economic Research, may be mentioned as a 
particularly promising effort to meet this need. 

Meantime, there is reason to doubt the prac- 
tical importance at this time of the changes in 
eligibility provisions. With most of the banks 
of the country heavily invested in Government 
securities against which they can borrow, if 
need be, at the regular rate, there seems small 
prospect of much borrowing against that class 
of paper carrying a higher rate for a long time 
to come. 


Recent Changes in Bank Credit 





The diminishing quantity of what is broadly 
known as “commercial paper,” has been a com- 
mon subject of discussion in banking circles 
for several years. The orthodox idea of a 
proper investment for bank funds of the “de- 
mand” class, long has been a merchant’s obli- 
gation given for the purchase of goods to be 
sold during the coming trade “season,” and 
liquidated in the regular course of trade. 
Backed by a proper proportion of the mer- 
chant’s own capital, and assured by his ex- 
perience and record in the trade, bankers 
regarded this as self-liquidating paper. The 
goods were bought to be sold at a profit, and 
even if not always sold at a profit, the mer- 
chant’s margin of capital, barring dishonesty, 
would almost certainly protect the bank. 

With the pressure for credit during the war, 
and especially in the years immediately fol- 
lowing, notably 1919-20, money was very tight, 
Liberty bonds selling down in the eighties and 
many business concerns that had been depen- 
dent upon bank borrowings increased their 
capital by sales of bonds and stocks, to be more 
independent of market conditions. This was 
the beginning of a substantial decline in the 
volume of commercial loans. 

Furthermore, the retail trade was undergo- 
ing concentration in department stores, and 
chain store systems were developing, both em- 
ploying the corporate form of ownership, and 
doing relatively less borrowing than smaller 
units had done, and being less dependent upon 
local banks. 

The depression of course was responsible 
for a general decline in the volume of trade, 
and banks, under the necessity of employing 
their funds, were driven more and more to the 
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purchase of bonds, trusting to sales on the 
market for conversion into cash. Since the 
depression the problem of how to invest bank 
funds has remained, and become additionally 
acute, owing to the huge volume of gold im- 
ports which has added greatly to the quan- 
tity of loanable funds. 

The phenomenon of shrinking commercial 
assets of banks and growth of investment port- 
folios has not been characteristic of this coun- 
try alone, but has appeared in other countries 
as well, including Canada and England, the 
Chairman of Lloyds Bank, of London, remark- 
ing on one occasion, with regret, that “our 
business is now more investment than bank- 
ing.” In this country, as suggested in the 
preceding article, the original Reserve Act, 
following the orthodox theory of commercial 
banking on the basis of demand deposits, 
made nothing eligible as security for loans but 
short-term paper representing commercial and 
agricultural transactions. While the eligi- 
bility requirements were broadened during the 
war to admit Government securities as collat- 
eral for loans, the same general principles of 
liquidity were otherwise adhered to until, fol- 
lowing recent trends in banking, the Act of 
1935 went so far the other way as to admit 
anything that the Reserve officials might con- 
sider acceptable. The opinion has prevailed 
rather widely that banking would be reduced 
to not much more than receiving deposits and 
investing them in long-term securities. 

On the other hand, not a few bankers of the 
old school have held that there is, and always 
will be, a field for short-term borrowing and 
lending, for of course, the two go together, at 
rates different from those prevailing for long 
investments, the two fluctuating to each other 
according to supply and demand, and that bank- 
ing would eventually adjust itself to these 
conditions. They considered that while un- 
doubtedly changes have occurred in the bus- 
iness methods which will continue to affect 
banking practices, the war, post-war boom, 
and depression periods, have been abnormal, 
and afford little basis for calculation. 


A Change in the Trend 


It is interesting to observe that in the last 
year a change has appeared in the character 
of banking assets. Down to about a year ago 
the trend was to a constantly lower percentage 
of loans and an increasing percentage of in- 
vestments in the total of bank loans and in- 
vestments. Since then the trend has been 
reversed, and there has been once more a 
movement towards a more normal relationship 
between loans and investments in banking 
portfolios. This is shown by the table of mem- 
ber bank loans and investments, with per- 
centages, from 1929 to June 30, 1937, the latest 
date for which figures for all member banks 
are available. 
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Loans and Investments — All Member Banks 
(In Millions of Dollars) % 
Invest- 


y/ 
Loans _ Investments Total Loans ments 

1929, June $25,658 $10,052 $35,711 12 28 
193 “24 12,858 11,928 24,786 52 48 
1934 ” aun 123,528 14,652 27,175 46 54 
1985, Mar. 11,953 16,318 28,271 42 58 
” June 11,928 16,857 28,785 41 59 
Nov. 1 11,841 17,460 29,301 40 60 

Dec. 12,175 17,810 29,985 41 59 


, Mar. ' 18,189 30,288 = 40 60 
” " June ; 19,717 82,259 89 61 
Dec. x 19,640 83,000 41 59 
1987, Mar. ’ 18,826 32,525 42 58 
” " June 18,454 $2,739 44 56 
Member bank loans, as shown by call re- 
ports, reached their depression low at $11,841 
millions in the Fall of 1935, recovering there- 
after to $14,285 millions by June 30, 1937, a rise 
of nearly $2% billions, bringing the total on 
the latter date to the highest level since the 
banking holiday in 1933. Investments mean- 
time continued to increase up to June 30, 1936, 
thence turning downward, and in the year 
ended June 30, 1937, decreased in all by ap- 
proximately $1% billions. In consequence, the 
percentage of loans to total loans and invest- 
ments rose from a low of 39 to 44, while that 
of investments fell from a high of 61 to 56. 
Compared with 1929, present ratios of bank 
loans to investments, and vice versa, are, as 
the table shows, still abnormal. The tendency 
of loans to grow in relation to investments 
has only begun. How far it will go is too 
early to say. Quite possibly a recession of 
business, or reversal of monetary policy leading 
to larger bond purchases by the banks, would 
check the movement temporarily. But that a 
renewed upswing of business would be accom- 
panied by a further shifting in bank assets from 
investments to loans can hardly be doubted, 
particularly in view of the corporate undis- 
tributed profits tax which tends to force the 
distribution of earnings, thereby causing bus- 
iness concerns to have recourse to the banks 
in order to finance expansion. 


Expansion of Business Borrowing 


Of the rise in loans to date, analysis of the 
available figures indicates that the greater part 
has been for ordinary industrial, trade and 
agricultural requirements. While information 
as to the quantity of such borrowing has never 
been precise, the so-called “other” loans (that 
is, customers’ loans unsecured by stocks and 
bonds or real estate) of member banks may be 
regarded as generally indicative of the trend. 
Hence it is of interest that loans of this class 
increased from a low of around $5 billions in 
1935 to over $634 billions by June 30, 1937, a 
rise of more than 134 billions. 

Contrasting with this growth of what appear 
to be preponderantly business loans, changes 
in other types of loans have been comparatively 
small. Loans on securities, despite the marked 
advance in security prices over the period, were 
on June 30, last, only $450 millions above the 
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1935 post-depression low. Loans on real estate 
have increased, due almost wholly to expansion 
by reserve city and country banks, and there 
has been some increase in bank holdings of 
purchased paper, but compared with the growth 
of “other” loans none of these increases cuts 
much of a figure. Evidently the growth in loans 
has been largely for current business purposes. 
The following table shows changes in the prin- 
cipal types of loans of member banks on “call” 
dates since 1934, and affords a comparison with 
earlier figures back to 1929. 


Loans of All Member Banks 
(In Millions of Dollars) 
Loanson Real Loans Pur- 
Securi- Estate to chased Other’ Total 
ties Loans Banks Paper Loans Loans 


1929, June 30 .... 9,759 3,164 670 447 11,618 25,658 
1938 “ “ .... 4,705 2,872 330 403 5,049 12,858 
1934 “ “ .... 4,599 9356 153 484 4,931 12,523 
1935, Mar. 4 .... 4,090 2,250 133 624 11,953 
June 29.... 4,098 2,277 119 465 11,928 
Nov. 1 ... 3,905 2,279 94 441 11,841 
Dec. 31 .... 4,136 2,284 98 482 12,175 


1986, Mar. 4... 4,182 2,301 82 469 12,099 
June 30... 4,208 2,340 81 440 12,542 
Dec. 31... 4,195 2,405 85 503 13,360 

1987, Mar. 31.... 4,238 2,440 99 578 13,699 
June 30... 4,365 2,505 115 6523 14,285 

Since June, figures of the weekly reporting 
member banks in 101 principal cities have indi- 
cated a continued growth of business loans, 
notwithstanding the break in stock prices and 
signs of hesitancy appearing in various branches 
of trade and industry. Thus, between the end 
of June and September 22 loans of these banks 
now classified as “commercial, industrial and 
agricultural”* increased by $447 millions, stand- 
ing on the latter date at peak for the period. 

At the same time loans for the purpose of 

carrying securities have declined, while those 

on real estate remained practically unchanged. 


Decline in Bank Holdings of 
U. S. Government Securities 

The decrease in total bank investments over 
the past year has been a reflection largely of 
reduced holdings of United States Govern- 
ment securities, direct and fully guaranteed. 
These increased rapidly during the years 1934, 
1935, and the first half of 1936, reaching a peak 
for all member banks on June 30, 1936 at $13.7 
billions, when these holdings accounted for ap- 
proximately 42 per cent of all loans and invest- 
ments combined. Since then the trend has been 
reversed, and in the ensuing year member banks 
reduced their holdings of “Governments” ap- 
proximately a billion dollars, with the decline 
continuing in the weekly reporting member 
banks to September. 

This shrinkage in the Government bond 
portfolios of the banks was associated with 
the rise of commercial loans already described, 
and with the increase of member bank reserve 
requirements, which began in August, 1936, 


*Classification adopted for weekly reporting member 
bank form commencing May 12, 1937. 


and was completed May Ist at a 100 per cent 
advance. The rise of reserve requirements was 
a principal factor in reducing the “excess” re- 
serves of the member banks from around $3 
billions in August last year to below $800 mil- 
lions this past Summer. While this margin of 
“excess” left money conditions still compara- 
tively easy, nevertheless, necessary readjust- 
ments prompted interior banks to withdraw 
approximately $700 millions of balances from 
New York banks, and were responsible in par: 
for heavy reductions in Government security 
holdings by the latter institutions. 

Compared with an aggregate reduction of 
around $1.7 billions in such holdings by all 
weekly reporting member banks in the past 
fifteen months, the reductions by New York 
City banks alone account for about $1.3 billions. 
For the weekly reporting banks located outside 
of New York City holdings of “Governments” 
increased about $230 millions in the last six 
months of 1936, but declined about $606 mil- 
lions between January 6 and September 22, 
1937. That many of the smaller banks of the 
country continued to add to their holdings of 
Government issues long after banks in the 
larger centers had begun reducing theirs is 
evidenced by the statement of all member banks 
for June 30, last, showing a gain of approxi- 
mately $140 millions in such holdings by the 
so-called “country” members during the first 
six months of this year to a point higher than 
ever before. Over the past year the percentages 
of reserve held in excess of legal requirement: 
have averaged higher in the “country” banks 
than in the banks in the larger centers. 


Investments of All Member Banks 
(In Millions of Dollars) 


N.Y. City Chicago Reserve City Country Bks. 

Gov. Other Gov. Other Gov. Other Gov. Other 

1929, June 30 .... 1,006 813 158 176 1,606 1,670 1,384 3,240 
1933 “ “ .... 2,551 1,158 384 226 2,483 1,528 1,469 2,129 
1934 “ “™ ... 3,210 1,056 661 228 3,535 1,679 2,007 2,276 
1935, Mar. 4 .... 3,498 1,131 955 212 4,099 1,666 ¥ 2.289 
June 29 .... 3,810 1,174 853 254 4,283 1,703 y 2,296 
Nov. 1 .... 3,745 1,223 1,069 267 4,547 1,706 . 2,419 
Dec. 31 .... 3,826 1,159 1,149 243 4,732 1,701 x 2,439 


1936, Mar. 4 .... 4,107 1,248 1,220 250 4,614 1,761 . 2,486 
June 30 .... 4,763 1,265 1,106 312 5,000 1,863 ‘ 2.605 
Dec. 31 . 4,209 1,217 1,201 266 5,123 1,877 5 2,734 


1937, Mar. 31... 3,829 1,311 947 273 4,919 1,805 a 2,719 
June 30 ... 3,630 1,100 1,001 294 4,902 1,733 2,639 
During the period of abnormally low demand 

for loans, with reserves increasing constantly 

up to last year through continuing imports 
of gold, the banks have sought to eke out 
low earnings by the purchase of low-rate 

Treasury paper, much of it yielding less than 

1 per cent per annum. When the reserve re- 

quirements were doubled, with business de- 

mands at the same time increasing, many banks 
were confronted with the necessity of either 
rediscounting at Reserve Banks or reducing 
their investments. Very naturally, with earn- 
ings what they are, they dropped the low-yield 
Treasury paper. This is the simple and true 





explanation of the decline of bank holdings of 
Government paper. 

It is significant of the breadth of the money 
market that the banks have been able to effect 
large reductions in their holdings in the last 
year or more, and at a time when the Treasury 
was selling new issues, with no greater dis- 
turbance of the market than has been seen. 
Explanation of some of the sources of demand 
other than member banks for Government obli- 
gations during the first six months of this year 
appeared in the September Federal Reserve 
Bulletin (p.825), as follows: 


Comparison of the increase in the amount of United 
States Government direct and guaranteed obligations 
outstanding with the decline in bank holdings indi- 
cates that about $2,000,000,000 of Government securi- 
ties were taken by non-member banks and other pur- 
chasers in the first half of this year. Life insurance 
companies were important buyers, and on the basis of 
incomplete reports, it would appear that about $500,- 
000,000 of Government securities were added to their 
portfolios in the half year. Some industrial corpora- 
tions also purchased more Government securities, par- 
ticularly notes and bills, in the second quarter of the 
year, and there was some conversion of foreign short- 
term balances into Treasury bills. The Treasury pur- 
chased nearly $200,000,000 of Government securities in 
the open market for Government agencies and various 
trust accounts. About $300,000,000 of United States 
Savings bonds were sold during the first six months 
of 1937. Since the amount of these bonds that can be 
bought by any single purchaser in a year is limited to 
$10,000, the bulk of them are held by individuals, rather 
than by banks and other large institutional investors. 


Decline in Total Bank Credit Outstanding 


Because bank holdings of Government and 
other investment securities have declined more 
rapidly than loans have risen, total bank credit 
outstanding has not only failed to increase, as 
in the years 1934 and 1935 and first part of 1936, 
but has actually decreased. Taking the figures 
of all member banks as indicative of the trend, 
it will be found that total loans and investments 
recorded a net decline of $261 millions during 
the first six months of this year, and total de- 
posits a decline of $1 billion. 

These declines in the volume of bank credit 
outstanding have been interpreted by some 
as an unfavorable symptom, signifying declin- 
ing business and even the existence of a dis- 
tinctly deflationary influence. It should be 
borne in mind, however, that the reduction of 
bank holdings of investment securities has 
been forced in part by the rising demand for 
business loans. While it is true that the com- 
bined total of loans and investments has de- 
clined, the volume of loans directly devoted to 
business purposes has increased. Moreover, 
the use of total deposits in this instance is mis- 
leading, because they include interbank and 
Government deposits as well as deposits owned 
by individuals and corporations. There has 
been no lack of deposits for financing business 
or any important change in interest rates. 

If comparison be made of the trend of de- 
posits, as revealed by the accompanying table, 
it will be seen that the principal loss has been 
in interbank deposits, reflecting in large part 
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Deposits of All Member Banks 


(In Millions of Dollars) 
Demand 
Deposits Inter-Bank De- 
Adjusted Time Gov. Dom. Foreign posits 
1929, June 30 .... 16,324 13,168 3,172 515 33,527 
1933 “ “ |. 12,089 8,891 3,146 146 25,078 
— * * .. mee 9,681 4,192 163 29,955 


1935, Mar. 4 .... 15,999 9,892 5,240 177 32,578 
June 29 .... 17,530 10,054 5,114 278 33,755 
Nov. 1 .... 18,509 10,208 5,690 366 35,423 
Dec. 31 .... 18,801 10,259 5,847 449 36,200 


1936, Mar. 4 .... 19,161 10,295 6,300 399 36,755 
June 30... 20,284 10,629 6,137 471 38,558 
Dec. 31 .... 21,647 10,829 6,555 438 40,351 


1937, Mar. 4 .... 21,352 11,005 5,905 464 39,141 
June 30... 21,401 11,210 5,421 629 39,289 


the recall of interior bank balances lodged in 
the financial centers, especially New York City, 
and which in fact are still available for use. 
While it is true that demand deposits (adjusted 
to exclude deposits of other banks, Government 
deposits, foreign bank deposits, and “float’’) 
have declined this year, as the table shows, 
this is evidently due chiefly to security sales, 
in large part by the New York banks. Since 
these securities presumably have been sold to 
institutions and other investors having idle 
balances, it would appear that the volume of 
active deposits has not been decreased. In fact, 
when consideration is given to the substantial 
rise in loans largely for commercial purposes, 
it seems evident that the volume of deposits 
actively employed in business undertakings has 
steadily increased. 
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The “Economic Balance” as Related to 
Present Business Conditions 








The term “Economic Balance” relates to the 
principle that “all business consists of an ex- 
change of services,” and means that “trade,” 
as the word indicates, is a two-way movement, 
and must be practically self-supporting to have 
a stable and permanent basis. 

It has a special significance at the present 
time, when interest centers on the outlook for 
continuing prosperity. What is the explanation 
for alternating periods of prosperity and de- 
pression? Why the calamitous drop of indus- 
trial activity, and all business, from the peak 
of 1920 down into the depression of 1921-22; 
why the sustained recovery from 1923 to 1929, 
the deeper depression to 1932-33, and the recent 
recovery to 1936-37, and what does the future 
hold in store? 

Apparently an excessive movement in one 
direction begets a counter one, and all of these 
swings are reactions from the Great War. Is 
there a Law of the Equilibrium by which such 
periods may be foretold and possibly con- 
trolled? During the last twelve months certain 
important lines of industry in this country have 
been operating practically at capacity, while 
other lines have remained depressed, and mil- 
lions of would-be workers have been on relief, 
or employed on costly “make shifts.” These 
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conditions signify that the economic system 
fails to function in an orderly manner; in fact 
is “out of balance”. Whenever the economic sys- 
tem is out of balance, unemployment results: and, 
conversely, whenever unemployment exists, it ts 
proof of unbalanced relations. 

Evidently the abnormal activity results in 
part from the past-years of depression and 
idleness. Thus the years of active construc- 
tional work from 1923 to 1928-29 were made so 
by the check upon such development-work 
given by the Great War, and the pressure to 
“catch up” caused the speculative features, 
higher costs, and disastrous investments of 
that period-of building expansion, and this 
class of enterprise has been lagging behind 
ever since. The periods of inaction, expansion 
and recession have been all alike abnormal and 
disastrous, and each contributed to the revul- 
sion that followed. 

This violent instability began with the War, 
which over-stimulated and distorted the eco- 
nomic system. War dominates the economic 
system, and forces its activities into new chan- 
nels, temporarily, with the result that when 
these forces are released, disaster always fol- 
lows, because the “balance” has been violently 
disturbed. The very recurrence of these reac- 
tions is proof that inherent forces, temporarily 
suppressed, are acting to reestablish a normal 
equilibrium. There is no security for the mod- 
ern economic system, which is based upon 
specialized industry and an exchange of ser- 
vices, hut upon the basis of a normal, natural, 
equilibrium between its parts. Nearly every 
one will agree to this as a principle, but there 
is no end of strife over the application of the 
principle. 

Just one year ago, the Government of 
France, struggling with internal conflicting 
forces, which also were disturbing to interna- 
tional relations, invited the cooperation of the 
Governments of the United States and Great 
Britain (together with other nations) in a mu- 
tual effort to control the fluctuations of their 
currencies in their relations to each other. The 
French proposal stated the purpose to be the 
“reestablishment of a lasting equilibrium be- 
tween the various economic systems.” There 
was cordial assent to the proposal as looking 
to a highly desirable end. 

A little more than one year ago, the Presi- 
dent of the United States,—following his re- 
election, and looking to his departure for the 
Pan-American Conference at Buenos Aires,— 
in an open letter to the Secretary of Commerce, 
and presumably referring to both domestic and 
international relations, said: “We will, I hope, 
pass into the next period of our Administration 
by looking to a wise and more equitable bal- 
ancing of these inter-related segments compos- 
ing our economic and social life.” Thus, again, 
looking to the “equilibrium.” 


One year ago, the third drought in four years 
was lifting the prices of farm products up from 
the unbalanced relationships with other prices 
into which they had fallen, and the farmer was 
regaining his lost purchasing power. Secretary 
Wallace, commenting upon returning pros- 
perity, frankly said that the short crops, and 
clearing away of troublesome surpluses, had 
been an important factor in business recovery, 
by restoring reciprocal trade. The essence of 
his comment was that the depression had 
“demonstrated the importance of industrial 
prosperity to the farmer and of farm pros- 
perity to the industrialist.” 

The December, 1936, number of this publi- 
cation, agreeing to the Secretary’s comment, 
summarized his utterance in the following 
paragraph: 


The Danger of Rising Costs and Prices 


Cooperation depends upon mutual confidence and 
an understanding of mutual interests. Secretary Wal- 
lace has expressed apprehension that the present 
state of reciprocity between the farmers and other 
groups may not be lasting. A disruption of present 
relations may be caused either by a fall of farm prod- 
ucts or a rise of products and services that farmers 
must buy, and both of these changes are possible. If 
the recovery of normal purchasing power by agriculture 
has been a prime factor in the general restoration of 
employment in the other industries, there is danger 
that a general fall of farm purchasing power may 
cause unemployment, as before. As Secretary Wallace 
Says, present prices of farm products are “drouth 
prices”, and to make them the basis of a general rise 
of prices will be building on an insecure foundation. 


The year that has elapsed since the Secre- 
tary’s utterance has illustrated his warnings 
and emphasized the importance of controlling 
these reactions, to establish the normal equilib- 
rium. Although the volume of business in the 
first six months of 1937 was larger than in the 
corresponding months of 1936, the rise of costs 
was outrunning volume, and the margin of 
profit was declining. The National Industrial 
Conference Board has summarized the trend 
in the manufacturing industries as follows: 

Between July, 1936, and July, 1937, labor-cost per 
man-hour increased 14.9%. This increase in labor 
cost has not been offset by increased productivity, 
either on the part of labor or through mechanization 
and improved methods. The number of man-hours per 
unit of output increased 3.8%, while output per man- 
hour in July, 1937, was 3.7% below that for July, 1936. 
As a result, labor-cost per unit of output has risen 
19.3% during the past year, and labor-cost per each 
$100 value of output, which takes into account the rise 
in prices, has increased 9.6%. 

For further details see “General Business 
Conditions”, pp. 125-127 and “Narrowing Mar- 
gins of Business Profit”, pp. 128-130. 

The railroads had a substantial gain of traffic 
in the first six months of 1937, but at higher 
costs, and net earnings have been tending 
downward. As a group the Class I companies 
failed to earn their fixed charges in the four 
years 1932-1935 (to say nothing of dividends), 
and now again are facing the necessity of re- 
ducing proper maintenance expenditures, which 
requires laying off of labor. Building and other 
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constructional contracts in the first six months 
of 1937 showed a gain of 14.3 per cent over the 
like period of 1936, but costs have increased, 
and the last three months have shown a marked 
decline in volume, especially in New York City, 
where the rise of costs has been greatest. 
The stock market has shown a declining ten- 
dency since the first quarter of this year, and 
this has been accelerating in recent weeks,— 
especially in the rails and industrials. There 
is much verbal speculation as to the cause, but 
possibly the trend of costs upward and of vol- 
ume of business downward has had something 
to do with it. There are strong supporting 
factors in the business situation, and pessimism 
may exaggerate unfavorable ones, but it is 
well to be informed upon the facts, and to 
have regard for the lessons of the past. 
Following is a review of the rise of prices 
caused by the War, the break of prices and 
collapse of business and employment in 1920- 
22; the recovery to the post-War boom, and 
the longer and more disastrous decline to 
1932-33. It will pay to study the tables. 


The War and Post-War Movements of 
Prices, Wages and Living Costs 


The World War enormously increased the 
demand for man-power—for armies, war sup- 
plies, and to meet the wants of a population 
more completely employed than ever before, 
and at higher wages. It caused a great rise of 


wages and living costs all over the world. 

The Bureau of Labor Statistics, Department 
of Labor, Washington, D. C. has compiled 
indexes of prices, wages and costs of living 
for 1913, and for years before and since. To 
simplify comparisons, the base year is taken 
as 100, and the movements of prices, wages, 
living costs, etc., are shown in percentages of 
100. Thus 110 means a rise of 10 per cent, and 
90 means a decline of 10 per cent, from the 
1913 average. 

The table gives index numbers for average 
yearly prices of the Bureau of Labor’s ten 
principal groups of commodities from 1913 
down to now, its cost of living index, and its 
index of wages per hour for all industry but 
agriculture, down to 1934. The wage figures 
since were adjusted on the basis of figures 
published by the National Industrial Confer- 
ence Board. 

This table shows the influence of the Great 
War upon prices, wages and living costs. 
Whatever raises living costs naturally affects 
wages, and, on the other hand, each person’s 
wage is a cost of living to others. Prices and 
cost-of-living moved more quickly than wages, 
which was because Europe began to buy heavily 
of our food products. Cash wheat of the com- 
mon contract grade averaged 82 cents per bushel 
in Chicago in July, 1914, $1.20 in December, 
and $1.08 for the crop year, (July 1, 1914-July 


Indexes of Average Wholesale Prices, Cost of Living 
and Hourly Wages, Etc., 1913-1937 
(1918=100) 

(The percentage increase or decrease from 1918 is ob- 
tained by deducting 100 from the yearly averages.) 

Ratio: 
General Prices Farmto % Net 
Com- . Farm Other to Gross 
modity Hourly Prod- Prod- Inc. All 
Index Living Wages ucts* ucts* Corps. 
100 


98 
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153.9 
138.9 
129.8 
136.5 
140.2 
142.9 
147.2 234 125 


§July. tPreliminary. tNot yet available. *Average 
1909-1914 — 100. 


Source: United States Bureau of Labor Statistics, 
Washington, D. C., excepting for prices of farm prod- 
ucts and their ratio to prices of products that farmers 
buy, (which are from the Department of Agriculture) 
and the last column, which shows the average per cent 
of net income to gross for all corporations operated 
for profit in the United States, and is compiled from the 
Treasury Statistics of Income. Figures of the last 
column are not index numbers, but actual percentages 
as stated. 

1, 1915) which was the only year in which the 
United States ever has produced more than 
1,000,000,000 bushels of wheat. This grain 
reached its peak in December, 1919 and Janu- 
ary, 1920 at $3.50 per bushel, spot corn a little 
earlier (August, 1919) at $2.36 per bushel, hogs, 
also in 1919, at $23.60 per cwt., but cotton did 
not reach its best price (43.75 cents per Ib.) 
until July, 1920, when the War was over, the 
foreign demand had increased, and simultane- 
ously the boll weevil was at its worst. The law 
of supply and demand was playing upon all 
commodities singly. 

In 1929, peak-year of the post-War-boom, 
wages in the leading industries were 133 per 
cent above the 1913 level. In the Fall of 1920, 
the prices of farm products began to give way, 
and in 1921, slumped heavily, carrying down 
general commodity prices, and lowering the 
cost of living, but not so much, because the 
wage-factor in all costs remained relatively 
high. 

In 1923 a recovery began, supported by a 
delayed demand from all the private wants 
that had been denied during the War, including 
new homes and furnishings, automobiles and 
highways, new hotels and public buildings, etc., 
etc. Money was plentiful and cheap, and few 
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were afraid of debt; apparently millions were 
being made in the stock market, and the farm- 
ers were eager to buy each other out. Under the 
pressure of the new demands on the industries, 
prices and wages rallied and moved upward 
to a new crest in 1928-29. The wage column 
moved up from 108 per cent above the 1913 
level in 1922 to 133 per cent in 1929, but no other 
column in the table has been anywhere near it 
since. The system was losing its “balance” 
again; the volume of trade began to decline, 
as in 1920-21, and from the same cause. 

Apparently, the farmers gained most by the 
great rise to 1920, because their products were 
most urgently in demand, but they suffered 
most in the general decline when the War was 
over and their increased production was no 
longer wanted. This is seen not only in the 
decline of farm products from their peak in 
1919, but by the declining ratio of these prices 
to those of “other products.” 

And if the farmers did not gain in the long 
run, neither did the wage-workers, for the 
table shows that the great gain in wages was 
nominal rather than real. They had a con- 
stant struggle to keep even with costs of living 
all the way up to 1919. Their best and perma- 
nent gains in purchasing power have come by 
the decline of living costs since 1920. 


Effects of the Violent Changes Upon 
Trade, Employment and Real Wages 

“Hourly wages” mean pay by the hour, in- 
stead of by the day, week, month or year; and 
the wage-worker has a greater interest in his 
pay for the latter periods than in the hourly 
rate. The hourly wage column of the preceding 
table tells nothing at all about employment, or 
the variations in daily, weekly, monthly or year- 
ly pay. The worker whose job was cut down 
to half-time, might have the same hourly or 
piece-work pay, but his weekly pay would be 
down one-half, and if his name was dropped 
from the payroll the average hourly wage was 
not affected at all. 

The workers, naturally enough, resisted 
wage-rate reductions and preferred to “spread” 
the work to include all unemployed workers, 
especially when hourly-pay was raised to make 
weekly-pay the same as before. This was hailed 
as a solution of unemployment, but it raised 
the costs of production at a time when prices, 
volume of trade and employment all were 
falling. It is possible to have production costs 
so high that the product cannot be sold to 
cover them, and this is the true explanation of 
the increasing unemployment. 

Weekly earnings of millions of wage-workers 
had not increased with the hourly wage-rate, 
and millions more had lost their jobs complete- 
ly. Furthermore, at the low point of farm 
products in 1932 their purchasing power was 
only 48 per cent of the average over the three 
years 1923-1925. Inasmuch as 44 per cent of 


the population of the United States is classed 
as rural by the census (living either in the 
country or in towns or cities of less than 2,500), 
it is evident that this loss of purchasing power 
must violently affect industry and all business. 


Further Evidence 


The results of this disruption of relationships 
within the system are more graphically revealed 
by an official report of the Department of Com- 
merce to the Senate of the United States, pre- 
pared in response to a resolution offered by 
Senator Robert M. LaFollette of Wisconsin.* 
The following letter is self-explanatory : 

Department of Commerce 


Washington, January 3, 1934. 
The President of the Senate. 


Sir: I have the honor to transmit herewith a Report 
on National Income, 1929-32, made pursuant to Senate 
Resolution 220, Seventy-second Congress, first session. 
This report was prepared by the Division of Economic 
Research, Bureau of Foreign and Domestic Commerce, 
in close cooperation with the National Bureau of Eco- 
nomic Research, Inc., New York City. 


Sincerely yours, 


(Signed) John Dickinson, 
Acting Secretary of Commerce. 


Table No. 13 of the Report referred to 
shows the aggregate values produced, in the 
years named, by each of the twelve divisions 
into which the country’s economic activities 
are divided for statistical purposes. It is given 
below in slightly reduced form. 


Income Produced, by Industrial Divisions 
Absolute number Percentages of 1929 

Millionsof dollars 1929 — 1 

Item 1929 1932 1931 1932 

Agriculture 7,538 J 51.3 

Mining 1,876 = 39.0 

Elec. It., power, gas 1,289 

Manufacturing . 

Construction 

Transportation 

Communication 

Trade 

Finance . o 9, 

Government -~ & 6,796 

Service J 4,813 

Miscellaneous 3,367 


39,365 


The twelve groups of the economic system 
sell to and buy from each other, and have no 
other market or outside source of income. This 
table shows the unequal decline of income 
among them, and the record of the depression 
years has shown the effects upon industry, 
trade, employment and the welfare of the 
people. 

The next table is closely related to this one. 


Professor Wolman’s Table of Wage and 
Salary Disbursements 
Professor Leo Wolman, of Columbia Uni- 
versity, has a long record of affiliation with 
organized labor and useful services to it. Prob- 
ably in part for this reason, as well as his 


*See, page 26, Senate Document No. 124, 73rd Con- 
gress, 2nd Session. Address Superintendent of Docu- 
ments, U. S. Government Printing Office, Washington, 
D. C.; Price: 20 cents. 
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known competency, he was made the first 
Chairman of the Labor Advisory Committee of 
the National Recovery Administration, 1933. 
He has been long associated with the National 
Bureau of Economic Research, Inc., and pre- 
pared Bulletin No. 54 of its economic series, 
issued in March 1935, entitled “Wages and 
Hours Under the Codes of Fair Competition,” 
which means the codes of the N.R.A. These 
codes were intended to increase buying power 
by raising wages. This table (No. 4 of the 
bulletin) indicates the relation of the total of 
wage and salary disbursements of 1934, in the 
classes of industry named, to those of 1929. 
The figures are index numbers, giving per- 
centages of the 1929 disbursements: 


Wage and Salary Disbursements in 1934 
Industry 1929 — 100 
Manufacturing 54.7 
Extractive Industries 49.1 
Construction 17.4 
Telephone and Telegraph 71.6 
Electric Light, power and gas 77.9 
Trade 61.7 
Transportation §4.1 

















It is evident that, in the aggregate, the ex- 
pected gains from higher wage-rates did not 
carry through into either weekly, monthly or 
yearly wages, for the wage-earners as a body. 
Although wage-rates declined but little, the de- 
cline of actual wage-payments was deplorably 
great. The workers lost far more by unemploy- 
ment than by wage-rate reductions, and this 
was especially so where wage-rates had been 
lifted the most, as in building, constructional 
work, on the railroads and in the coal industry. 

For example, in the anthracite coal indus- 
try wage-rates had been raised to (and still 
remain) approximately 170 per cent above the 
pre-war level, but the production of anthracite, 
which at the peak in 1917 reached 89,000,000 
tons, was down in 1933 to 46,584,000 tons; the 
number of miners on the payrolls was down 
from 160,000 to 106,000 (working shorter time), 
and the sum of the payroll from $466,000,000 in 
one year to $235,000,000. The figures seem to 
show the natural effects of rising costs and 
prices, upon both consumption and employ- 
ment. 

The outstanding facts of this review are the 
loss of farm purchasing power, which came 
first, and its reaction upon the industrial and 
urban population, together with the effects of 
work-spreading and the shorter work-week 
upon the cost of living. 


The Present Situation 


We have quoted approvingly from the com- 
ments of Secretary Wallace one year ago, to 
the effect that the rise of farm products from 
the depths of depression had been a helpful 
factor in the recovery of all business and of 
employment; but as soon as these prices began 
to recover, agitation began for a rise of wages 





to “cover the higher costs of living”, and also 
for shorter hours with full pay. The plea has 
been made that work-spreading is necessary 
to provide full employment, but work-spread- 
ing is unnecessary when the system is in bal- 
ance. There is no end of employment to be had 
in raising the standard of living, provided the 
system is in balance; but real danger that 
higher costs of production and higher costs of 
living may unbalance the system, as before. We 
know what happened in 1920-21 and 1929-33. 

Secretary Wallace and the A.A.A. are more 
apprehensive now than a year ago, fearing 
that one good crop followed by another may 
“upset the economic balance.” It is urged that 
the possible injuries, or natural benefits, from 
abundant crops should be averted by restrict- 
ing production to prevent prices from declin- 
ing; but with the hours of urban employment 
growing shorter and shorter, and the wages 
higher and higher, it may be necessary to make 
farm products scarcer and scarcer indefinitely, 
in order to maintain the balance. Surely there 
is an alternative to this: Agreed that balanced 
relations must be maintained, why not establish 
them on a basis of all-around abundance, in- 
stead of on a basis of all-around scarcity,—or 
allow the law of supply and demand to do it? 

This is not an issue between capital and labor, 
but between stability and instability in indus- 
try. Labor’s stake in stability is greater than 
capital’s, for employment and the standard 
of living for millions are involved. Capital’s 
share of the joint industrial product is less than 
five per cent, for 95 per cent of industry’s gross 
receipts goes for operating expenses, and most 
of it to labor. The figures for each year, as 
compiled from Treasury reports, are given in 
the last column of the first table presented. See 
also net earnings of all manufacturing corpora- 
tions, p. 129. 

The fundamental truth about the modern 
economic system is that its parts must work 
together like the parts of a machine. Every 
organization of interdependent parts, from a 
ball team to a locomotive, an automobile or 
a watch, is dependent upon co-operation be- 
tween its parts; without this a “system” no 
longer exists, and only chaos results. 

Since all groups of the system are inter- 
dependent, it follows that each has as real a 
concern in the prosperity of the others as in its 
own. It cannot sell its own product, or main- 
tain its own employment, unless the buying 
power of the others is as stable as its own. It 
cannot raise its own compensation at the ex- 
pense of other groups without losing more by 
unemployment than it can gain by the nominal 
increase of its own pay. This is economic law, 
abundantly demonstrated. 

Balance, not Force or Authority, governs 
economic relations. 
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